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Modern finance is constructed on basis of expected utility theory and efficient 
market hypothesis. In the recent years, expected utility theory and efficient market 
hypothesis, which are both doubted, especially the assumption of rational economic 
person is disputed widely, leading the building of modern finance to be questioned. 
Thus it is necessary to build more practical and theoretical frame, although it is very 
difficult. Many theoretical frames have been put forward, with the cumulative 
prospect theory one of the frames. This paper applies the cumulative prospect theory 
to investigate and reveal financial phenomena. 
Although cumulative prospect theory has been backed and applied widely, and 
many results confirmed cumulative prospect theory to be more reasonable than 
expected utility theory, some scholars consider that the theory also have shortcomings, 
such as: the marginal utility of function is increasing when the wealth is little, which 
is apparent it is not consistent with the reality. It hints that revising the shortcomings 
of cumulative prospect theory is very meaningful if it can retain the merits. The third 
chapter of this paper tries to finish the work. 
The third chapter surveys how to choose for the people that face the loss of the 
gamble is large for his wealth, it finds that it can’t explain reasonably the results with 
cumulative prospect theory, which illustrate in the theory there exist indeedly some 
shortcomings. Furthermore, the chapter also investigates the risk attitude of people 
who face the large loss of the gamble for his wealth. The results find that the risk 
attitude of these gamble have changed in contrast to gambles whose loss is little. 
Based on the results, this paper adds another inflection point in the loss area of the 
utility function in the cumulative prospect theory, and the function in the large loss 
area changed convex to concave. The revised cumulative theory can retain many 
merits and explain more phenomena. It is said that the revised cumulative prospect 
theory extends the fields of explanation and application. 














revised cumulative prospect theory. The fourth chapter studies disposition effect from 
the aspect of earnings rate and turnover rate’s relation. This chapter employs threshold 
regressive to search the best reference of earnings rate. The results reveal that the 
accurate reference point is highly correlated with overall market, so investors judge 
his earnings according to overall market. Furthermore, the chapter divides the 
earnings rate into three kinds：profit、petty loss and heavy loss. The results indicate 
that the investor is willing to sell profited stock is stronger than the stock with petty 
and heavy losses, and the stock of heavy loss be traded more frequent than petty one. 
This means that the revised cumulative prospect theory is more logical, and the 
traditional disposition effect is also correct. 
The fifth chapter applies the revised theory to explain the stock market 
participation puzzle. This chapter investigates the asset portfolio in the assumed 
simple financial market, the mathematical results clear that revised cumulative 
prospect theory is better than other theories. Then the fifth chapter simulates the 
investing area using estimated parameter and based on the portfolio results. The 
results indicate the area of not participating stock market in the revised cumulative 
prospect theory is 30% larger than in cumulative prospect theory, improving the 
ability of explaining to the stock market participation. 
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